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For Appellant; John 1-I. Hall
Attorney at Law

Milton J. Kolb
Attorn.ey at Law
Manager of Appellant! s

Income Tax Section

For Respondent : Jack E. Gordon
Counsel

QPINION .,- - ._ I - -
This appeal is made pursuant to section 26077

of the Revenue and Taxation Code from the action of the
Franchise Tax Board in denying the claims of Sears, Roebuck
and Co., et al., for refund of franchise tax in the amounts
of $129,105.60,  $156,081.38 and $/X7,192.30  for the income
years ended January 31, 1960, 1961 and 1962, respect ively .

Sears, Roebuck and Co. (hereafter referred to
as appellant) is a New York corporation with its principal
place of business in Chicago, Illinois. It engages in the
sale of, genera-1 merchandise throughout the United States.
For California franchise tax pu.rposes  appellant files
combined returns with several affiliated corporations.

A substantial number of a.ppell,ult’s  sales are
:. made on credit, under installment contracts or revolving

charge accounts . A customer purchasing goods under one
of those deferred payillent plans is charged an amount in

addition to the cash sale price, The additional fee which
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is imposed as an incident of the credit sale is designated
by appellant as a t’service charge”,  “carrying cha.rgeft  or
“time price differentialtf . (Herea.fter a.l.3. such charges
will be referred to collectively as carrying charges. )
During
charge

the income years in question appellant 1 s carrying
income, earned and accrued, was as follows:

Income Year Ended&Cra_.ng ChaaA~z

January
January

31, 1960
31, 1961

$177 > 522,629

January 31, 1962
1969682,262
206,874,904

a

None of this carrying charge income was reported as interest
income for federal tax #purposes. The question presented by
this appeal is whether all or any part of, that carrying
charge income constituted
allocation by formulal’

“interest income subject to
within the meaning of section 24344,

subdivision (b)) of the Revenue and Taxation Code.

Because appellant d&rived income from sources
within California. and elsewhere, it used formula alloca-
tion to determine the portion of its unitary income which
was subject to tax in California.
p 25101.) Th’

(Rev. & Tax. Code,
1s brought into operation section 24344,

subdivision (b), of the Revenue and Taxation Code, which
limited the interest expense deduction. available to appel-
lant as follows:

the
If income of the taxpayer is determined by

allocation formula contained in Section
25101, the interest deductible shal_l be an
amount equal to interest income subject to
allocation by formula, plus the amount, if
any, by which the balance of interest expense
exceeds interest and dividend income . . . not
subject to allocation by formula. Interest
expense not included in the preceding sentence
shall be directly offset against interest and
dividend income . . . not subject to allocation
by formula..

In the income years on appeal appellant received
nonunitary interest and dividend income in the following
amounts : a
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Income Yea.r Ended.
Nonunit’ary  Interest
s_.Bivi  dcnd Income’.‘.. ___-.-___

January 31, 1360
January 31, 1961

$22,828,187.36

January 31, 1962
22,901,772.32
21,919,012;08

Because this interest and dividend income was income from
\ intangible personal property which was not subject to

allocation by formula, it was
the  Sta.te of II+linois,

specifically allocated to
appellant 1 s commercial domicile’.

During those same years appellant earned interest income
from investments which was subject to formula alloca.tion;
and it incurred or accrued interest expense as follows:

B
B
D

Unitary Interest
IncomeYearEndeti  -_.-..~LLL.________.-LI&erect I n c o m e -Expense

January 31, l-960January 31, 3-961 $1) 911_  ) 1.94.11

January 31, 1962

1,845,529.11 $21,015 54.6 .5425,289,023.80  >

_O__ i79259,1%33
r

10 In computing its apportionable income for
California franchise tax purposes, appellant deducted the

b entire amount of interest expense which it had incurred
‘or accrued in each of the income years on appeal. Of the

total interest
a

ex ense claimed as deductions respondent
disallowed $19,10 t: ,352.43s  $22,901,772.32  and $X7,259,116.33
for the income years ended January 31, 1960, 1961. and 1962,
respectively. Appellant pai.d the resulting proposed
additional assessments and filed claims for refund, the
denial of which gave rise to this appeal.

.
Respondent 1 s disallowance of the major portion

of the interest expense deduction claimed by appellant in
each year rested upon a determi_nation that although appel-
lant! s carrying charge income constituted unitary business
income, it was not
by formula”

flinterest income subject to allocation--___._
(emphasis added) as that phrase is used in

section.24344,  subdi_vision (b), of the Revenue and Taxation
Code. Respondent would characterize the carrying charges
in question as additional consideration by customers for
the privilege of buying goods or services on .a deferred
payment basis, rather than as interest.

For tax purposes, interest has been defined by
0

the Supreme Court of the United States as the amount one
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has contracted to pay for the use of borrowed money, and 0
as the compensation paid for the use or forbearance of
money. (See Old. Colol~.~' Rai!:rozd. Co . v. Commissioner.--_--~_-_IL’J.-.
284 u . s * 552 [ 76 L . Ed. r+gq-3’-- jyc;&jy~,r v o (j
U.S. 488 [8)4 L. Ed. 416].)

__.;,._:.__-- T”~r~!Gi~~-jB ’

Code of California,
Section 1915 of the Civil

enacted in 1872, contains a similar
definition of interest. The majority of federal tax
cases discussing the meaning of the term ttinterestlt ,have
arisen under the provisions allowing the .deduction of all

, interest paid or accrued within the taxable year on
indebtedness.
Int, Rev.

(Int. Rev. Code of J-954, 0 163(a);
Code of 1939, 5 23(b).) In the absence- of

a statutory provision to thc'contrary, however, the
same rules should govern in determini.ng  whether interest
constitutes income to the scll_er as are used to determine
whether interest is deductible by the purchaser.
of Bet* Berry,

(Estate
u__- __- 43 T.C,, 723, 731, aff'd, 372 F.2d 476.)

Prior to the.enactment of the Internal Revenue
Code of 1954 it was held that where property w3.s sold on
a deferred payment basis, and the contract of sale did
not specifically provide that a part of the deferred
payment was interest,

. 1

tible as interest,
no part of that payment was ,deduc-

(Daniel Brothers Co.,~.__-._~._-_-~_~_-~_~~ 7 B.T,A. 10'86,
affld, 28 F.2d 761; Elliott Paint & Vaxnish Co., 44 B.T.A.
241; Marsh & Marsh, %~<~--'l"'----_- -----.A) 5 B.T.A. 902.) Carrying charges 0
were construed 3.54 amounts imposed in addition to the cash
selling price essentially to defray the expense of handling
installment sales (Weyand Furniture CO_~ T.C, MemoL^_-__.--
1951>, and no part o!? such a charge was'deductibJ.e'&

Aug. 30,
interest unless the interest portion was stated as a

separate part of the total finance charge.
T.C. Memo.,

(Louise Ross,
Dec. 29, 1964; Glenn H. Strother T.C. Memo.,.--.--~-.~~-.~~~~

June 25, 1957.) Respondent's regulations relating to the
California Personal Income Tax Law contain a provision

. which is consistent with these holdings, stating:

Furthermore, interest paid under installment
contracts, cannot be deducted unless the actual
interest charge can be determined. Thus,
finance charges, service charges, and. the like
cannot be deducted if such charges are not.
stated separately. The use of any formula for
determining such charges is not permitted.
(Cal. Admin. Code, tit. 18, reg. 17203.)

Section.l63(b) of the Internal Revenue Code of
1954 was enacted to give relief to the installment buyer
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a . who paid carrying charges but ms allowed no interest
dedu$tion under prior law because interest was not
sepnlX~.tely  sta.tcd  l (1:

1967-L  C u m .  I3ul.l.. 4.4, )
_.!~~l~~~~~i!:“_:‘.~  ) supra j EC?  v , RLll  . “7 -62 )

i ,
in pertinent part :

r~cct~ion  as mz~.cted  p r o v i d e d ,

Cl) . . . If personal property is purrha’sed under
a  c o n t r a c t  - -

(A) which provides that payment of part or
all of the purchase price is to be made in
installments, and
03) in which carrying charges are separ.ately
stated but the interest charge cannot be
ascertained,

then the payments ma.d.e  during the taxable year
under the contract sh.al_1  be treated for purposes
of this section a.s i.f they included interest
equal to 6 percent of the average unpa.id balance
under the contract during the taxable year.. . .

In 1961 the California Legisl-a~ture  enacted a similar provi-

0.
sion in-the Persona~l Income Tax Law (Rev. &,Tax. Code,
8 17203, s u b d .  (b)). It is to be noted that these-sections
allow the deduction of a portrion of an individual's install-
ment payments as if th.ose payments included the stated.
percentage of interest. This is not a l_egislative declara-,
tion that in fact such payments do include that amount of
interest .

No similar provision exists in either California
or federal law with respect to the treatment to be afforded
carrying charge income received by the seller of goods on
a deferred payment basis. In determining the nature of.
such income in the instant case, therefore, we must dis-
regard the relief provisions of section 163(b) of the
Internal Revenue Code of 1954 and section 17203, subdivi-
sion (b), of the Revenue and Taxation Code, and rely on
the law as it stood prior to the enactment of those sections.

Appellant first argues that the entire amount. of
its carrying charge revenue constitutes interest income.
In support of this contention appellant cites several
United States Tax Court memorandum decisions in which the
entire amount of carrying charges paid by the taxpayers
in connection with installment purchases of household
goods were held to be deductible as interest. (0. G.
Russell, T. C. Memo. , Nov. 6, 1953; Oliver W Bryant,-_A -,_
T.C. Memo., Ma,y 2, 1952; Arthur-S. McKenzie, T.C. Memo.,
May 2, l-952; J&g1 E Noe, T.C. Memo., May 2, 1952.)~-._~-.-.-~_ The
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. same judge decided the Brvant, McKenzie_ and Noe cases, and
each decision was based on his finding that the amounts
designated as carrying charges did in fact constitute
interest. The same determination was made by the court
in the Russell. case. Thus those decisions are not incon-
sistent with the .general rule prior to 1954 that interest
paid on an installment contract was deductible if the
amount of that interest could be.ascertained.

There can be little doubt that appellant incurs
substantial extra expenses as a result of the extension
of credit to its many customers, expenses which would not
be incurred if all sales' were on a cash basis. Such
additional cost factors include the expense of maintain-
'ing individual files on all charge customers, credit
investigation expenses, .and billing and collection costs.
Presumably a significant .portion of the carrying charges
imposed by appellantis intended to defrays those legitimate
additional costs. That being so, we must reject any
suggestion that the carrying charges constitute interest
in their entirety.

Appellant next would have us determine that at
least some percentage of its carrying charge income should
be treated as interest income for purposes of applying
section 24344, subdivision (b), of the Revenue and Taxation
'Code. Appellant proposes several alternative rates' and
methods of computation which might be used to determine
the interest element, and contends that this is a proper
dase for making'such an approximation.. Under any of the
methods suggested, the resulting estimate of unitary.
interest income would exceed appellant's interest expense
during the years in question, making the entire amount of
that interest expense deductible.

A'payment need not be termed "interest" to be.
so treated, if,that is in fact what it amounts to. (sir.ll
Heat Treating Co., 28 T.C. 894; Rev. Rul. 69-188, 1969-l
Cum. Bull. 54.) Nor is it necessary that interest be
stated as a specific percentage of the sum loaned or
computed at a rigid stated rate in order to be deductible.
(Rev. Rul. 69-188, supra.) It is a prerequisite to
deductibility, however, that the, sum claimed as interest
be definitely as.certainable. (KingsfordC o , , 41 T.C. 646;
.Kena, Inc., 44 B.T.A. 217.) If any part of appellant's
carrying charge income constitutes interest as opposed
to finance charges, the amount of the interest should be
readily ascertainable. In spite of appellant's singular
access to the records containing that information, no
effort has been made to produce such figures. That being
the case, we have no basis for any attempt at an approxi-
mation.
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Upon review of the entire! record we must conclude
that appellant has failed to estiblish that all or any
part of its carrying charge income represents "interest
income subject to ,allocation by formula,lt within the .
meaning of section 24341-t-, subdivision (b), of the Revenue
and.Taxation  Code. RespondentLs determination in this ‘.
matter must therefore be sustained.

O R D E R- - ._ - __
' Pursuant to the views expressed in the opinion

of the board on.file in this proceeding, and good cause
appearing therefor,

IT IS REREBY'ORDERED, ADJUDGED AND DECREED,
pursuant to section 26077 oft the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the claims of Sears, Roebuck and Co., et al.,.
for refund of franchise tax in the amounts of $129,105.60,
$156,081.38  and $117,192.30  for the income years ended
January 31, 1960, 1961 and 1962, respectively, be and the
same is hereby sustained.

of .

, Member

, Secretary
.
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